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Financial Requirements for Starting a Business
By MARY JEFFERY
Buffalo Chapter, A.S.W.A.
After a venture has been conceived, careful
investigation must be made to ascertain finan
cial needs and profit possibilities. Financial
investigation of a business involves estimating
probable earnings and probable capital outlay
in order to determine by comparison of the
two whether or not outlay is justified by the
estimated earnings. Estimated earnings must
provide a return that will be high enough to
compensate for the risk involved.
The first forecast involves an estimate of
earnings, or the expected profit and loss state
ment for the business not yet established. The
problem of estimating probable earnings is
twofold: estimating the gross revenues or sales;
and estimating the expected costs of doing
business. Three possible methods for deter
mining the probable gross revenues or sales
are actual sampling, statistical analogy, and
the securing of initial contracts sufficient to
assure the minimum volume of business neces
sary to justify starting the enterprise. Against
the estimated sales or revenues must be set up
the probable expenses which will be incurred.
Assuming that the factors of volume, selling
price, costs and expenses have been set down
and the earnings estimate has been made, the
financial requirements of the business may be
estimated. An outline of the items which com
prise the total figure follows:
I.
Tangible property required:
A.
Current assets
1.
Normal cash balance
2. Inventory of merchandise and
supplies
3. Funds tied up in balances owed
by customers
4.
Miscellaneous current
B.
Fixed assets
1. Tools, machinery, equipment,
furniture and fixtures
2.
Land and buildings
3.
Miscellaneous assets
II.
Intangible investment:
A. Promotion expenses requiring cash
B. Organization expenses
C. Operating losses, other than depre
ciation, up to the time when the
business will be financially selfsustaining
D.
Costs of financing
E. Intangible assets such as patents or
goodwill, if purchased for cash
The importance of the various items in this
list will vary greatly among the several types

of business. A personal service business will
have little or no fixed property or inventory.
Merchandising concerns may need very little
fixed investment, possibly only minor amounts
of furniture and fixtures. For the manufacturer,
fixed investment is likely to be more impor
tant, partly because of the greater investment
in equipment and partly because of the greater
difficulty in securing efficient housing except
by constructing a building adapted to the par
ticular needs of the enterprise.
The amount of cash to be shown in the first
place on the list is the normal or ordinary bal
ance which will be needed by the business
after all other assets have been purchased and
the business has settled down to the point
where disbursements are balanced by receipts.
Cash balances enable a business to pay bills
not cared for by inflowing cash. The cash
requirement will vary with the volume of
expenditures, the timing of cash flow, and
the uncertainties of the particular business.
Management may adopt a rule of thumb, such
as cash balances equal to one or two months’
expenses. For credit reasons, cash should
appear in the balance sheet in amounts pro
portionate to those reported by similar con
cerns. Some concerns maintain bank balances
in order to establish lines of credit with their
banks.
The amount of the merchandise asset should
bear a fair relation to the contemplated vol
ume of business and should be adequate to
provide a suitable variety of types, qualities,
and sizes for the needs of the business. In the
cases of manufacturers’ inventories, the partly
finished and finished goods will include not
only the sums for materials but also for labor
assets
and overhead. A partial reduction can some
times be made in inventory requirements if
outside manufacturers will make up goods
on order and require payment only upon deliv
ery of the finished articles. Such an arrange
ment would eliminate the investment in raw
materials and partly finished goods and leave
only the investment in finished merchandise.
The amount of the asset represented by
accounts and notes receivable is not, strictly
speaking, a definite sum which the business
is required to pay out, although the investment
is there. The account receivable is a claim
created against a customer by a sale and rep
resents an investment of the business because
of the amount spent for the goods or services
delivered to the customer plus the selling and
administrative expenses required to conduct
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5. Need for excess capacity: Some types
of businesses (such as in the chain-store field)
may make piecemeal additions to investment
as the need arises from expanded sales. In
others, especially the public service industries,
facilities must be acquired that will be in ex
cess of initial demand.
The amounts to be spent upon intangibles
in order to establish the business are among
the most difficult to estimate, save for the
strictly organization expenses, which include
the legal fees, taxes, and like items attendant
upon securing the corporate charter. Promo
tion expenses include the cash compensation
of the promoter for his own personal effort
plus his expenses in investigating and assem
bling the business.
The operating losses occurring while the
business is being developed to a self-supporting
basis also create an additional need for funds.
Such losses are most prolonged and significant
for two types of business: Those that require
a larger initial capital investment to provide
for a future load because it is impractical to
build up the system by small bits; and those
that require a considerable period for develop
ment of a market because of the novelty of
the product.
The first type is illustrated by a public utility
such as an electric power plant, which must
install generating capacity adequate to care for
a market which may take years to develop. For
such a business it is more economical to bear
minor operating losses and inadequate return
on capital than to bear the higher operating
costs which would result from the less efficient
piecemeal construction of a number of small
capacity generating units. In the case of novel
products, time is required to familiarize the
market with their merits. Selling expenses are
relatively high for the amount of business
secured in the beginning, but they are regarded
as being recouped from the profits on later
sales growing out of the reputation created
by this early missionary effort. With the excep
tion of depreciation and other noncash ex
penses, these operating losses prior to the
period of profitable operation must be paid
in cash.
Whenever a business purchases intangibles,
such as patents or goodwill, they, too, will be
included in the list of investment requirements
of the business.
The foregoing method of arriving at the
financial needs of a business is called the bal
ance sheet method as it builds up figures which
will appear as the balance sheet assets. An
other method, which should be used as a
supplement rather than as an alternate, is the
cash budget. Such a budget is a forecast of
(Continued on page 14)

the business in a way which makes sales and
consequent receivables possible. Indirectly,
then, the receivable does represent an actual
outlay, save for the net profit element.
Miscellaneous current assets or prepaid
expenses consist of items that must be paid
in advance, such as insurance premiums, rent,
and sometimes deposits for utility services.
In estimating the fixed asset requirements,
the extremes of inadequacy on the one hand
and of overinvestment on the other are both
to be avoided. For the new business which
finds the problem of raising funds a difficult
one, every effort should be made to keep the
investment in fixed assets at a minimum. Pos
sible reductions in fixed assets may result from
the following:
1. Elimination of land and buildings, if
suitable quarters can be rented.
2. Elimination of machinery and equip
ment, if manufacturing can be subcontracted.
3. A partial elimination of the foregoing
assets where parts are manufactured by others
and only the final assembly is carried on by
the business itself.
4. Acquisition of used rather than new
assets. In such cases, the possibly higher oper
ating costs of used assets must be balanced
against the higher financial costs of new assets.
Manufacturers of new equipment, however,
may provide easy financing, whereas the pur
chase of used assets may entail a cash outlay.
A large fixed investment may be justified
in the initial stages of the business if it can
be shown that manufacture of the product by
outsiders is likely to impair the quality of the
goods: hamper the prompt delivery of goods
to customers, or permit potential competition
by allowing outsiders to become familiar with
special or secret processes. Bearing these con
siderations in mind, the factors that will deter
mine the minimum initial investment in plant
and equipment may be enumerated:
1. Nature of the business: Launching a
full-fledged steel operation would require plant
investment amounting to millions of dollars: a
retail grocery could avoid any fixed investment
save for equipment and fixtures.
2. Initial size and scale of operations: Even
when the business may be launched on either
a large or small scale, a choice must be made
as to the size of the initial operation. A break
even analysis may be used to show the sales
volume necessary to cover fixed expenses and
produce an adequate return on investment.
3. Scope of operations: Is the business to
be fully integrated or engaged in only one
phase of production or distribution?
4. Will the business lease all or part of its
plant, and will it subcontract all or part of the
process to others?

8

enforce the prescribed mechanics. The internal
auditing division is an organization entirely
separate from the accounting division. The
staff of internal auditors serve the needs of
the controller and management in many ways:
review compliance with the established ac
counting standards and processes; conserve the
assets of the utility by protecting against acts
of dishonesty or carelessness, and verify the
data provided by the regular accounting
process.
In addition to the auditing division, which
works daily to analyse, perfect and examine
the utility’s operations, independent certified
public accountants examine the balance sheets
and related statements of income annually.
The balance sheet is prepared to show the fi
nancial condition of the utility as a going con
cern. Management uses financial statements
to keep itself informed and, as a public rela
tions medium, presents them to the customer
owners whom the utility serves. Again, when
management wishes to finance operations
through the sale of bonds, interested invest
ment brokers screen the statements to secure
a financial picture of the Department.
The Department of Water and Power of
the City of Los Angeles is a self-supporting
utility business. Its revenues meet operating
costs, pay interest and principal on bonded
debt, contribute to the General Fund of the
City of Los Angeles, and pay part of the
cost of its multi-million dollar construction
program. The remaining cost of new con
struction is financed through the issuance of
revenue bonds to be retired from future
revenues. This sound, consistent policy results
in no financial burden or restriction on the
taxpayers of the City.

or other group to be an “association.” These
are:
(1)
Associates—more than one person
(2) An objective to do business and divide
profits
(3)
Centralization of management
(4)
Continuity of life
(5)
Limited liability
(6)
Free transferability of interests.
The detailed definitions of these traits must
be carefully analyzed because the presence of
several is mandatory whereas the absence of
others is not necessarily fatal.

(Continued from page 11)
equipment automatically assigns the amount
to be withheld for income tax, and prints a
register which is checked by the paymaster
for conformity with exemption certificates and
other provisions. By associating these summary
cards with a name card which has been copied
also from the master card, the payrolls and
pay checks are prepared. They are then trans
mitted to the Civil Service Department of the
city where they are checked to determine the
legality of tenure of each employee in the
Civil Service class indicated on the payroll.
Then in turn the checks are released to City
Controller for further signature in addition to
the signature of the Chief Accounting em
ployee, who is the Controller.
There will not be time to describe many
other aspects of utility accounting, but one
great part of accounting that is vital is the
commercial accounting and customers’ services.
When it is considered that this great utility
in the City of Los Angeles made over eight
and one-half million meter readings a year
and rendered over six million bills for water
and electric services, it is easy to understand
that accounting for revenues from the sale of
water and electricity is a tremendous job.
The Department has adopted the practice
of reading residential, and most commercial
industrial meters, and billing these ac
counts bimonthly, thereby effecting a sub
stantial savings on accounting and collecting
expenses.
The stub plan of billing is used, and through
tabulating equipment, a scheduled serial, or
an exact number of bills, are computed and
mailed regularly each day. Much of the work
is repetitive, but each operation is so con
trolled that each day’s billing charges are
balanced and rate blocked so that the total
of all bills balance before they are mailed
each day.
Although accounting procedures are care
fully written and incorporate internal checks,
constant review of procedures is required to

(Continued from page 8)
the cash receipts and disbursements for a
future period of time. By estimating cash
deficiencies up to the month in which receipts
are expected to exceed disbursements, the
financial requirements of the business are de
termined. To this amount of expected cash
deficiency a sum would be added for the
normal cash balance to be kept on hand.
It should be emphasized that the matter of
financial planning is a fundamental element in
a successful promotion. Small businesses fre
quently doom themselves to failure at the
outset. Common errors are: insufficient allow
ance for working capital; lack of appreciation
for the need of a certain minimum volume of
sales to make the business break even; under
estimate of operating expenses, and no allow
ance for initial operating losses. It is essential
that sufficient cash is available to operate the
business and to keep the bills paid.
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